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United States District Court, D. New Hampshire.
The MANCHESTER BANK
V.
CONNECTICUT BANK AND TRUST COMPANY.
Civ. No. 78-68-D.

Sept. 24, 1980.

In action by bank to recoup losses arising from its participation in loas with bank and trust company o assist newly
formed business for production of newsprint from recycled wastepaper, the District Court, Devine, Chief Judge, held
that participation certificates in term loan from bank and trust company to newly formed business, which certificates
were purchased by bank, were not securities under federal securities taws, where participation agreement did not
grant bank any right to share in any profits which might accrue to bank and trust company, only funds bank expected
lo receive as result of its participation were principal-funds advanced plus interest, and payment was not dependent
upon success or fatlure of bank and trust company but was function of success of ultimate borrower's business ven-

fure,
Order accordingly.
West Headnotes

Securities Regulation 3498 5.18

Securities Regulation
Federal Repulation

In General

Securities, What Are

k. In General; Investment Contracts. .
(Formerly 349Bk42. 349Bki2}

Elements of test by which financial transaction is to be analyzed to determine if a “security” is involved are: pres-
ence of investment; common venture: reasonable expectation of profits; and such profits are to be derived from en-

trepreneurial or managerial efforts of others,
Securities Regulation 3498 5.10

Securities Regulation
— Federal Regulation
In General
Securities, What Are
k. In General, Investment Contracts. .
{Formerly 349Bk12, 349Bk42)
In searching for meaning and scope of word “security.” form is to be disregarded in favor of substance, with empha-

sis placed on economic reality.

Securities Regulation 3498 5.10

Securities Regulation
Federal Regulation
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In General
Securities, What Are
k. In General: Investment Contracts.

(Formerly 349Bk42)
Not every conceivable arrangement that would fit dictionary definition of an investment contract was intended to be
included within statutory definition of security. Securities Exchanee Act of 1934, §§ 10, 10(b), .

Securities Regulation 349B 5,22

Securities Regulation
Federal Repulation
In General
Securities, What Are
k. Retirement or Pension Plan Interests.
(Formerly 349Bk42, 349Bk12)
A pension plan does not constitute a security.

Securities Regulation 349B 5.16

Securities Repulation
Federal Reguiation
In General
Securities, What Are
k. Certificates of Deposit.
(Formerly 349Bk42. 349Bk12)
A certificate of deposit is nol a securify.

Securities Resulation 349B 514

Sccurities Reguiation
Federa] Repulation

In General

Securities, What Are

k. Loan Participation Agreements. R
(Formerly 349Bk42, 349Bk12)

Participation certificates in term loan from bank and irust company to_newly formed business for production of
newsprint from recycied wastepaper, which certificates were purchased by bank, were not securities under federal
securities laws, where participation agreement did not erant bank anv right to share in anv profits which might ac-
crue 1o bank and trust company, only funds bank expectled to receive as result of its participation were principal
funds advanced plus interest, and payment was not dependent upon success or failure of bank and trust company but
was function of success of ultimate borrower's business venture, Securities Exchange Act of 1934, 8§ 10. 10(b),

Securities Regulation 349B 5.10

Securities Regulation

Federal Regulation
In General
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Securities, What Are
k. In General: Investment Contracts.
(Formerly 349Bk42. 349Bki2)
The expectation of appreciation in value of investment. or variable rate of return, is indicative of security status.

Securities Regulation 349B 27.27

Securilies Regulation
Federal Regulation
Registration and Distribution
Fraudulent Transactions
k. Existence of Private Cause of Action.

(Formerly 349Bki04)
Securities Act section governing fraudulent interstate transactions was intended only to afford basis for injunctive
relief, and, if willfitiness is present, for criminal liability, and was not intended to provide a civil remedy for dam-
ages. Securtties Act of 1933, 8§ 17, 17(ak N .

Contracts 95 325

Contracts
Actions for Breach
k. What Law Governs.

Federal Courts 1708 410

Federal Courts
Siate Laws as Rules of Decision
Application fo Particular Matters
Conflict of Laws
k. Particular Questions.

Toris 379 103

Torts
In General
k. What Law Governs.
(Formerly 379k2)
In_action invelving litication between Connecticut bank and New Hampshire bank. the situs of which was federal
court_in New Hampshire, such cowst was required to foflow choice of law rules of state wherein it sat. and under
such New Hampshire law, whether for breach of contract, or tort, it was clear that the “most significant contact” was
with New Hampshire and that its law would be applicable.

v

Federal Civil Procedure 170A 2487

o

Federal Civil Procedure
_ Judgment
Suminary Judgment
Particutar Cases
k. Banks. Cases Involving.
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In action by bank to recoup losses arising from its participation in loan with bank and trust company to assist newly
formned business for production of newsprint from recveled wastepaper, substantial fact issue, precluding summary
judgment. existed as to whether bank justifiably relied on representations made by bank and trust company despite
disclaimer contained In participation certificate executed by parties.

Contracts 95 94¢1)

Contracts
Requisites and Validity
Validity of Assent
Fraud and Misrepresentation
k. In General.

Contracts 95 168

Contracts
Construction and Operation
General Rules of Construction
k. Terms Implied as Past of Contract, _
1t is established law in New Hampshire that every agreement contain an implied covenant that each of parties will
act in good faith and deal fairlv with other, and that obligation reguires that if one party makes representation of
material fact to another party for purpose of inducing other party to change his position or enter into contract, party
making representation must tell tuth.

Contracts 95 94(1)

Contracts
Requisites and Validity
Validity of Assent
Fraud and Misrepresentation
k. In General, )
It is elementary New York [aw that anv contract can be set aside {or fraud.

Securities Regulation 349B 245

Securities Regulation
State Regulation
In General
Statutory Provisions
k. Purpose. _
Administered by Insurance Commissioner of New Hampshire, purpose of New Hampshire securities statute is {o
prohibit sales or offers to sell or solicitation of sales of securities except by a registered dealer or salesman. RSA
N.H. 421:1 et seq.

!

T
2]

Securities Regulation 3498

Securities Regulation

State Regulation

In General
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Particular Securities
k. Certificates of interest or Participation. .
Participation certificate in term Joan from bark and trust company to newly formed business for production of news-
print_[rom recvcled wastepaper, which certificates were purchased by bank, were not securities under New Hamp-
shire securities statute, where participation asreement did not grant bank any right fo share in anv profits which
might have accrued to bank and trust company, only funds bank expecied 1o receive as resuit of iis participation
were principal funds advanced plus interest, and payment was not dependent upon success or failure of bank and
trust company but was function of success of ultimate borrower's business venture. RSA N.H. 4211 et seq._ 421:2.

Federal Civil Procedure 170A 2487

Federal Civil Procedure
_ Judgment
Summary Judgment

Particular Cases

k. Banks, Cases Involving. _
In_action by bank fo recoup losses arising from iis participation in loan with bank and trust company to assist newly
formed business for production of newsprint from recycled wastepaper, substantial fact issue. preciuding summary
judoment. existed as to existence of and breach of any fiduciary duty to bank by bank and trust company.

Contracts 95 96

Conlracis
Requisites and Validity
Validity of Assent
k. Undue influence. _
To establish existence of a fiduciary or confidentiai relationship there must be proof that one party is justified in

believing that other party will act in its interest.

Contracts 95 99(3)

Contracts
Reguisites and Validity
Validity of Assent
Evidence
k. Weight and Sufficiency. R
Evidence of existence of a fiduciary or confidential relationship must be “clear and convincing.”™

Federal Civil Procedure 170A 2487

Federal Civil Procedure
. Judgment
Summary Judement

Particular Cases

k. Banks, Cases Involving. _
In action by bank to recoup losses arising from its participation in joan with bank and trust company teo assist newly
formed business for sroduction of newsprint from recvcled wastepaper, substantial fact issues, precluding summary
judement, exisied as to bank and trust company’'s alleged active misrepresentations.
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Fraud 184 4

Fraud
Deception Constituting Fraud, and Liabilitv Therefor
Elements of Actual Fraud
k. intent.

Fraud 184 13(2)

Fraud
Degeption Constituting Fraud, and Liability Therefor
Fraudulent Representations
Falsity and Knowledge Thereof
k. Knowledge of Defendant.

Fraud 184 13(3)

Fraud
Deception Caonstituting Fraud. and Liability Therefor
Fraudulent Representations
Falsitv and Knowiedge Thereof
k. Statements Recklessly Made: Negligent Misrepresemation. .
The law in New FHampshire is that a fraudulent representation, as distinel from a neelisent one. must have been
made either with knowiedee of its falsity or conscious indifference to its truth, but in addition to _deliberate false-
iood. il must appear that false statement was made for purpose and with intention of causing other party Lo act upon

it

Fraud 184 17
Fraud

Deception Constituling Fraud, and Liability Therefor
Fraudulent Conicealment
k. Duty to Disclose Facts, .
A represeniation which was true when made could be fraudulent if maker failed to disclose subseguent information

which made orieinal represendation a false one.

Fraud 184 1M

Fraud
Deception Constituting Fraud, and Liability Therefor
Fraudulent Representations
Falsity and Knowledge Thereof
k. Staternents Recklessly Made; Neglizent Misrepresentation. .
If a false statement is made recklessly with a conscious indifference to its truth and without considering whether it is
true or faise, its fraudulent character is made out.

Federal Civil Procedure 70A 2487

Federal Civil Procedure
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- Judgment
Summaly Judegment

Particular Cases

k. Banks, Cases Involving. .
In action by bank to recoup tosses arising from its participation in Joan with bank and trust company to newly
formed business for production of newsprint from recycled wastepaper, there were genuine issues of material fact as
to comnlaint count {or breach of contract, wherein bank sought recovery of proportionate share of proceeds of sale of

real estate collateral, and thus summary judsment on such count was precluded.

Action 13 693)

Action
Cominencemenl, Prosecution. and Termination
Stay of Proceedings
Another Action Pending
k. Actions in State and Federal Courts. _
In determining whether federal distriet court should stay action pending final determination of another action in state
court, factors to be considered include comity, promotion of judicial efficiency, adequacy and extent of refief avail-
able in alternative forum, identity of parties and of issues in both actions, likelihood of prompt disposition in alterna-
tive forum. convenience of parties, counsel, and witnesses. and possible prejudice to party as a result of stav,

Action 13 69(5)

Action
Commencement, Prosecution, and Termination
Stay of Proceedings
Another Action Pending
k. Nature and Subiect Matter of Actions in General, _
In action by bank to recoup losses arising from its participation in loan with bank and trust company to newly
formed business for production of newsprint from recycled wastepaper, federal district court refused to stay instant
action pending final determination_of another action in state court, where parties lacked identity and similar issues,
likelihood of prompi disposition in alternative forum was doubtful, there was possible prejudice to bank and conve-

nience of all parties was better served by proceeding as scheduled.
*1307 Jack B. Middleton. Manchester, N. H.. for plamntiff,

Michael C, Harvell, Manchester, N. H., for defendant.

MEMORANDUM OPINION

DEVINE, Chief Judse.

This commercial litigation has its source in the combined efforts of two banking institutions to rejuvenate an aban-
doned paper makine facility situated in Lincoln, New Hampshire, Plaintiff,. The Manchester Bank (“TMB”), is a
New Hampshire banking corporation, and seeks to recoup losses arising from its parficipation in a loan with defen-
dant, Connecticut Bank and Trust Company (“CBT™). The loan was desioned to assist a newly formed business,
New England Pulp and Paper, Inc. (“NEPP™), in ifs efforts to produce newsprint from recycied waste paper.

Plaintiff claims violations of federal and state securities laws and repufations, and causal commen law fraud, deceit
negligent misrepresentation, breach of fiduciary duties, and breach of contract. In addition to diversity,
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_iurisdiclion is purportedly crounded upon the Securities Act of 1933, _the Securities Exchange
Actof {934, Securities and Exchange Commission Rule 10b-5, 17 C.F.R. 5 240.10b-5

. and the New Hampshire securities statute, RSA 421.

At this tuncture of the proceedings, the Court addresses the resolution of certain issues arising from various motions

including cross-motions for summary judement. The Court has heard oral arewment of counsel and has reviewed the
depositions. interrozatories, affidavits. lepal memos, pleadings, and other documents on file. For the purposes oaly
of its decision on the issues currently pending, the Court hereipafter ouilines the facts upon which the parties rely.

I Fuctyal Backeround,

Nutmeg Commercial Corporation (“Nutmeg’™) was incorporated in Connecticut as a sister corporation of CBT in
April of 1973 for the purpose of handling commercial financing. In September 1973 Nutmeyg loaned to Profile Paper
Company the sum of $1.1 million to purchase and operate a paper mil! situated in Lincoln, New Hampshire. This

mill was owned by Green Acre Realtv and Black Acre Realty Corporations, and Black Acre took a second mortgage

on the real estate premises. Profile defaulted in December of 1974, at which time Nutmes entered into possession of
the premises. CSP Corporation was formed by Nutmeg for the purpose of acquisition and disposal *1308 of the real
estate, and it purchased same on March 17, 1975, at a {oreclosure sale held by Black Acre Realty Corporation. In
April 1975 Nutmeg purchased the machinery and equipment in the mill at a public sale which was heid on the pre-

mises.

In the summer of 1975, certain businessmen approached Roper Keefe, a vice president of CBT, relative to their pro-
posal that CBT finance their acquisition of the mill in Lincoln in order that thev might so forward with the manufac-
ture of newsprint from recycled waste paper. The proposal was presented to the loan policy committee of CBT on
August 14, 1975 at which time formal action was deferred as it was the concensus of the commitiee that the under-
writing should be substantially improved prior to booking the loan. Additicnallv. 1wo members of the commillee
specifically requested o be recorded asainst the proposed loan, voicing their opinion that the loan did not meet the
normal credit standards of CBT,

Nevertheless, in September of 1975 the proposed investors having formed NEPP and produced approximately $1
million in equity capital. CBT granted to NEPP a loan for the purpose of purchasing the mill assets and enpaging in
the necessary activity to converl the mill to the manufacture of newsprint. The funds loaned by CBT consisted of a

$3 miliion term loan and a $750.000 revolving credit loan.

Also in September 1975 CBT decided that thevy would seek participation in the loan from a New Hampshire bani,

coniending that this would allow them to have a local bank with better knowledge of local conditions and problems

and ease of supervision, the provision of local credit reference for NEPP, and the provision of local payroll service
for NEPP. TMB disputes these reasons, contending that the evidence available will demonstrate that it was not until

after the loan committee disapproved the loan that participation was considered and it was then thought desirable 1o

have 1 New Mampshire banlk participate to add an “arm's {ength” dimension o the previous interaffiliate dealines
with Nutimeg.

The initial approach by CBT was made to the Indian Head Bank of Nashua, which upon review declined participa-
tion in the term loan, although it indicated an interest in participating in the revolving credit loan once the mill was
successfully in operation. CBT requested NEPP's assistance in finding another local bank to padicipate, and NEPP's
local counsel then made telephone contact with TMB's chief executive officer in early October, Subsequent meelings
were held between officials of CBT and TMB, TMB's loan people visited the Lincoln mill and talked with various
principals of NEPP. and TMB generally reviewed the prospects of the proposal from CBT, which was that it pur-
chase one sixth, or $500.000. participation in the $3 mitlion term loan.
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1t appears that if successful the NEPP operation of manufacturing newsprint from recycled waste paper would be one
of only three such operations in the entire United States. NEPP had a substantial supplier of waste paper. but the
process of manufacture depended for its success upon certain engineering suggestions from Rust Engineering Com-
pany, requiring the installation of various “deinking”™ machines which were to remove the ink from the waste paper
and allow it to become clean for reuse. This was an expensive and apparently experimental process. and verv costly
to install and attempt to operate. NEPP therefore ran through its $3 miilion term loan in a very short period of time,
and it became necessary for CBT to advance another $560.000 due largely to the fact that a boiler, which it was
thought could be {eased. had to be purchased. Accordingly, CBT requested TMB to restructure its participation o
accept one seventh of what was now a $3.5 million loan.

Commencing January 23 and through February 4, 1976, TMB in a series of installiment pavments purchased partici-
pation certificates totalling $500,000 in the term joan from CBT to NEPP. TMB understood that it was going to be in
a first priority position and also undersigod that the assets secured were sufficient 1o reimburse it in the event of any
probiem. However, on February 4, 1309 1976, NEPP was already in an overdraft status. which eventually grew to
$1.600.000. By the end of March, the siluation at the miil was desperate, and afler several shutdowns, it finally
closed in June of [976.

On July 2, 1976, TMB requested CBT to give notice to NEPP and commence action to control the collateral. CBT
assured TMB that there was adequate security. and it subsequently took possession of the mill on July 27. 1976.
Despite_repeated demands from TMB that CBT foreclose. no foreclosure was held until September 16, 1977
although during the interim attempts were made by CBT to sell the mili to other paper manufacturers. At foreclo-
sure, CBT purchased the property with a $100.000 bid, 1o which TMB's counse] objected. and the mil]l was subse-
guently sold in the fali of 1978 for $1.3 million, of which $250.000 represented a CBT participation in loans

advanced 1o the purchaser by Irvine Trust Company.

I The Issue of Whether the Participation Certificates Constitute "Securities”.

Count | of the complaint seeks to recover for ailesed violations of 5 10{b} of the Securities Exchange Act of 1934
( _ and Rule [0b-3 of the Securities and Exchange Commission, N

CBT urges that the participation interests which it sold to TMB do not constitute “securities” within the contempia-
tion of this stajute and rule, and therefore argues that summary fudgment should be entered in its favor with refer-
ence 1o Count 1.

provides in pertinent part:

1t shall be unlawful for anv person. directly or indirectly, by the use of any means or instrumentality of
interstate commerce or of the mails

(b)Y To use or employ, in connection with the purchase or sale of any security regisiered on a national
securities exchange or any security not so registered, any manipulative or deceptive device or confrivance
in contravention of such rules and repulations as the Commission may prescribe as necessary or appropri-
ate in the public interest or for the protection of investors.

_ provides:

1t shall be unlawful for anv person. directly or indirectly, by the use of anv means or instrumentality of
interstate commerce, or of the mails or of any facility of any national securities exchange,

{a) To employ any device, scheme, or artifice to defraud,
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(b} To make anv untrue statement of a material fact or to omit {o state a material fact necessary in order
to make the statements made, in the light of the circurnstances under which they were made, noi misiead-

ing, or

(¢} Te enease in any act, practice, or course of business which operates or would operate as a fraud or
deceit upon any person. in connection with the purchase or sale of any security.

Section 3{a)(10) of the Securities Exchange Act of 1934, provides:

(a) When used in this chapter, unless the context otherwise requires-

{(10) The term ‘securily’” means any note. stock, treasury stock. bond, debenture, certificate of interest or par-
ticipation in any profit-sharing agreement or in anv oil, gas. or other mineral royalty or lease, any collateral-trust
certilicale. preorganization certificate or subscription, transferable share, investiment contract, voting-trust certif-
icate. certificate of deposit, for a security, or in peneral, any mstrumeni commonly known as a ‘securityv’; or any
certificate of interesi or participation in, iemporary or interim certificate for. receipt for, or warrant or right to
subscribe to or purchase. any of the foregoing: but shali not include currency or any note, draft, bill of exchange
or banker's acceplance which has a maturity at the time of issuance of not exceeding nine months, exclusive of
davys of grace, or any renewal thereof the maturity of which is fikewise [imited.

{Emiphasis supplied.}

Both of the parties herein indicate that they follow and rely upon the “Guidelines For Upstream Downstream Corre-
spondent * 1310 Bank Loan Participations” {herginafler “Participation Guidelings™ prepared by Robert Morris Asso-
ciation of Philadeliphia in November of 1973, In pertinent part, these Guidelines state

The third Guideline dealine with the two-way flow of information about the borrower calls for complete candor
and the full sharing of facts throughout the life of the foan. Actually, the drafters of this Guideline were led by an
opinicn handed down in the case of

. in the Fifth Circuit United States Court of Appeals, which holds that a loan participation agreement
between banks is a ‘security’ under the Securities Exchange Act of 1934 and that Rule 10b-5 thereunder applies

Plaintiff, originally relving on Lehigh Valley, supra, ursed that its “fiteral” reading of the pertinent provisions of the
statutory deflinition are to be here applied, as the rule of Lehigh Valley was *clearly the faw of the Fifth Circuit”.

Defendant countered by arguing that the decision in
. has made ¢lear that Lehigh Valley is no longer pood law and should not be fol-

lowed in the Instant action.

In Lehigh Valley, supra, the defendant Central National Bank of Jacksonville, Florida, had for a long time loaned
substantial sums of money 1o one Von Zamit who was the principal of several corporate enterprises including Larso
Development Company. Central Bank had apparently made a number of poorly secured loans to Von Zamfi and had
iried to “bail our” these bad loans by making new loans to some of his newer corporations. At one point ten percent
of the bank's assels were commitied to Von Zamfl Enterprises, and at about this time Larso Development needed a
substantial loan in_the amount of $325,000 from Central Bank. Central Bank was able to lend only $183.000. but
sold participation inferest to others. including Lehigh Valley Trust Company, Prior to entering inte a participation
asreement. Lehioh Valley contacted Central Bank and was advised that Larso Development was sound, that the note
was secured by valuable stock shares. and that the puarantors were high quality customers who were a sood risk.
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Information as io Central's prior unfortunate dealings with Von Zamft were not disclosed to Lehigh, and in uphold-
ing a verdict for Lehigh. the Fifth Circuit pointed out that situated as it was in Pennsylvania, Lehigh Valley “had no
way to independently verify the information supplied by Central Bank which was on intimate terms with the bor-
rower. consequently it had to rely upeon the truth of the recommendations of _As
“almost all notes are held to be securities”, the court chose to read the statutory definition literally
in helding that the participation agreement was within the thrust of the statuie and Rule 10b-5.

However, tofallv apart from the fact that here, uniike Lehigh Valley, piaintiff TMB was the bank situated in New

Hampshire and closest to the operation to which the loan was to be extended, and caused its loan officer to visit the

mill premises on three separate occasions before agreeing to participate. it is guite doubtful that Lehigh Valley was,
at the time of the transactions which gave rise to the instant liigation, “clearly the law of the Fifth Circuit”™.

With the exception of the early case of
, the Fifth Circuit has consistently followed the investment/commercial test of

) and
). In both
and

. the Fifth Circuit applied the investment/commercial test to find that notes of less than nine

months duration were securities within the meaning of the Securities Exchanpe Act of 1934,

#1311 .

Defendant CBT akes the position that this issue is governed by and to be disposed of in accordance with
. wherein it was held that

stock in a low-income housing nonprofit corporation was not a “security’” within the meaning of either the 1933 or
1934 Acis, The Cowrt pointed out that with the exception of the Second Circuil. every court of appeals recently
to consider the issue had reiected the “literal” approach to the deflinition of a securify,

and stressed that jt was the “economic realities” underlving the transaction which were of

import. . The Court went on to say, however
The definition of “security” in s 3(a){{0) of the 1934 Act, is virtuaily identical
with the definition contained in 5 2{1) of the 1933 Act . and the courts have therefore
senerally held that the coverape of the two Acls may be regarded as the same.

. See also

1o holding that the name siven to an instrument is not disposiiive, we do not sugpest that the name is whoily irrele-
vant to the decision whether it is a security. There may be occasions when the use of a traditional name such as
‘stocks' or ‘bonds' will lead a purchaser justifiably to assume that the federal securities laws apply. This would
clearly be the case when the underlving transaction embodies some of the significant characteristics tvpically assg-
ciated with the named instrument,

The confusion arising from the apparent mulliplicity of approaches to the deflinition of “security”, e. g..
(sugpesting that taldne full account
of the anti-literalist approach of Forman, supra, the besl available allernative might lie in preater recourse (o the stat-
utory language and setting forth speciic examples of ftems that would not constitute “securities™) has scarcely been
clarified by the approach of the prestigious American Law Institute to its proposed new Federal Securities Code.
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Therein it has been sugpested that excluded from the definition of “security” should be "“a note or evidence of indebt-
edness issued in a primarily mercantile or consumer. rather than investment. transaction not invelving a distribution
... 8299 53(b), Federal Securities Code, Proposed Official Draft 1978, p. 138. The explanation is that the proposed
exclusion would codifyv the mercantile-investment dichotomy “that is emergine as the least imperfect solution to a
troubigsome problem”. Id. at 159. And, unfortunately, in its Jast brush with this problem, the First Circuii was in a
position to find that the questioned “loan plans” of a purported religious organization fell sguarely within both the

fiteral statutory language and the fest set forth in Forman. supra,

However, the fact that the First Circuit has not made clear a definite position as to the test to be applied in determin-

ing what sort of transaction involves a “security”. does not long detain us, for a review of recent decisions leads the
Court to conclude that the participation agreements herein are not “securilies” within the meaning of the statute or
SEC rule and that Count 1 must therefore be dismissed for lack of jurisdiction in this forum.

As indicated, the modern rulings of federal courts take the position that the Supreme Court in Forman. su-

pra, and in .
have articulated the tests by which a financial transaction is lo be analyzed*1312 in order to determine if a “security™

is involved. The four elements of such analvsis pursuant to Howev-Forman are: {1} the presence of an investment;
(2) a common ventuare; (3) a reasonable expectation of profits: and (4) such profits are {o be derived from the entre-
preneurial or managerial efforts of others, . As the Court has else-
where observed, in searching for the meaning and scope of the word “securifty”, form is to be disregarded in favor of
substance, with the emphasis placed on economic reality,

. Not “every conceivable arrangement that would fit a dictionary definition of an investmeni contract was
intended to be included within the statutory definition of a security™.

{opinion by then Judge, now Justice Stevens). cert. denied,
L CF .

A pension plan does not constituie a security.
. A certificate of deposit is similarly not a security (
), nor is a short-lerm note given a lender in the course of the

financing of a shopping center development.
. Similarly. the investmenis of limited partners
. and residency shares in a retirement center,
do not constitute securities.

More importantly, however, the Fifih Circuit has now clearlv reiected its holding in Lehigh Valley Trust Co. v. Cen-
tral National Bank, supra, in the context of a participation agreement, staging:

As to the issue of whether the plaintiff's participation in the Gunter note is g security under the Securities Act and

the Exchange Act, the Court rejects the plaintiff's contention that the participation interest is by definjiion a secu-~

rity because of the Fifih Circuit's holding in

._The Supreme Court has rejected the literal approach emploved by the court in the Lehigh Valley
Trust Co. case and has consistently counseled that the application of the federal securities statute turns on the eco-
nomic realities underlying a transaction. ;

.

. The Fifth Circuit has also rejecled the ritualistic application of the federal securities laws and has focused,
in recent cases, on whether the transaction at issue is commercial or investment in pature, See, e, .. National Bank
of Commerce. 583 F.2d (i1295) at 1301; McClure, 497 F.2d (490) at 495; It is therefore
appropriate Tor this Court to empilov the ‘economic realities’ approach embodied in the Howey-Forman test in
determining whether the plaintiff's loan participation is a security.
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The languace above quoted from Gunter is taken from Appendix A, which in turn is the decision of
the district court. In its per curiam affirmance. the Court of Appeals stated it was adopting the reasgning of

ihe district court and appended its decision as part of its opinion.

In the instant case, it is clear that repaviment of such funds as TMB advanced to the participatory agree-

ment plus mterest thereon was not dependent upon the success or failure of CBT. but was a function of the
success of the deinking process to make saleable recycled newsprint. i. e., the ability of NEPP to repav the
loan, and of the coliateral available to secure the loan in the event that NEPP failed in its efforts. The only
funds TMB expected 1o receive as a *1313 result of its panticipation were the principal funds of $500.000
which it advanced, plus the interest, which might fluctuate somewhat solely as a result of the prime rate.
The participation agreement did not grant to TMB any rieht to share in any profits which might accrue to

CBT.

TMB does not apparently distinguaish between participatory and direct loans, and herein its [oan was ap-
proved by the same officers who normalily pass on such direct loans. Commercial loans of this tvpe are
clearly distinguished from investments by TMB's policies, and as between TMB and CBT at the time the
participation agreements were entered into it was considered to be clearly a loan in which CBT was the lead
lender. The loan had apparently substantial collateral, and at the time it entered into the parlicipation agree-
ment, TMB was satisfied with the information as to this collateral furnished by CBT and did not choose
thoueh it had the opportunity to do so. to seek an independent appraisal of the assets which made up the

collateral.

As 1o profils, the law ig clear {hat the expectation of appreciation in the value of an ivestment, or a
variable rate of refurn, are indicative of security status, Gunter, supra, at 1117, Here, however, the interest
paid would fluctuate only witl: the prime rate and there was no other anticipated appreciation in the value of
TMB's participation, feading the Court to conclude that “there was no reasonable expectation of profit ei-
ther over and above or of a different nature than that found in a commergial lending transaction”.  Id.

And as for the requiremnent thai the profits be derived from the entrepreneurial or managerial efforts of oth-
ers. the Court must reject TMB's argument that this refers to the efforis of CBT, the lead lender. Althoush
CBT is clearly responsible for performing certain administrative and management services for the loan par-
ticipants, such services are not entrepreneurial within the meaning of the Howey-Forman test. The interest
which was hopefully to be paid to the participants here was to be derived from the efforts of Rust Engineer-
ing in perfecting the deinking process so that in turn NEPP couid seli at a profit the recycled newsprint. As
indicaled, these entrepreneurial efforts were unsuccessful and contributed to the losses of which TMB com-
piained, but they were not the efforts of CBT, and therefore the legal test of Howev-Forman has not been
met, and the participation agreements which are the subject of this litigation clearly do not constitute “secu-

rities” as that term is used in the applicable statute and regulations.

This _is vet angther attempt to convert the securities laws into something which they are not. The securities laws do
not afford general relief when commercial loans turn out to have been unwisely made, nor are they a source of

aeneral federal jurisdiction ... (cit. omitted) ...

Amfac Mortzage Corp. v. Arizona Mal] of Tempe, supra, at 428.

For the reasons hereinabove cutlined, the Court finds and rules that it lacks furisdiction under the securities laws and
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regulations of the claims set forth in Count I of the plaintifl's complamt, and accordingly summary judgment is here-
with entered for the defendant on said Count [

1. The Issue of Whether There Is A Private Richt of Action Pursuant to Section 1 7(a) of the 1933 Securities Act.

Count I of the complaint seeks recovery for alleged fraudulent and untrue statements of fact made by CBT to TMB.
The statute upon which this count is grounded, .provides

(&) It shall be unlawful for any person in the offer or sale of any securities by the use of any means or instru-
ments of transportation or communication in interstate commerce or by the use of the maiis, directly or indirectly-

(1) to emplov any device, scheme, or artifice 1o defraud, or

{2) to obtain monev or property by means of any untrue statement of a material fact or any omigsion to state a
material fact necessary in order to make the statements made, in the light of the circumstances under which they
were made, not miskeading, or

*1314 (3) to engage in any transaclion, practice, or course of business which operates or would operate as a
fraud or deceit upon the purchaser.

Although the First Circuit has not as vet addressed the issue of whether the above statute gives rise to a private
cause of action. our distinguished colleague in the District of Maine, Judee Gignoux, in a thorough and well-crafted
Opinion, has clearly pointed out that the statute was intended only to afford a basis for injunctive relief, and, if will-
fulness is present., for criminal Hability, and was nol inlended to provide a civil remedy for damages.

. We have been persuaded on previous

occasions that this view is a correct one and our opintion has subsequently been bolstered by the actions of other

courts which have followed suit, See M

a

As we have already heid that the fransactions herein do not constitute “securities” and as, foliowing the rule in Dyer,
supra, we also hold that there is no private cause of action for damages under , the defendant’'s mo-

tion for summary judgment on Count H of the complaint must likewise be granted.

V. The lssue of the Disclaimer Contained In the Participation Certificate,

The participation certificate execuled by the parties stated in pertinent part:

4. In consideration of the issue hereof and by acceptance of this participation certificate, it is expressly agreed that

the Bank acts only as agent for the collection of principal and interest thereof for the ratable benefit of the partici-
pants and shall be free from ali other liabilities.

6. The Bank makes no representation or warranty. and shall have no responsibility. as to the validity or
colleciability of the lean, or of any note or instrument evidencing the loan, or of any loan apreement relating
therele or as to the validity, sufficiency of, or title to, any security therefor, or as to financial condition of the bor-

For reasons unclear, CBT cites New York law in support of its argument that Counts [-VI of the
complaint should be dismissed because the disclaimers above set forth serve to prove that TMB did not justifiably
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relv on any representations made by CBT. 1t is clear that application of the pertinent rules of law and the existence of
disputed issues of fact would bar swmmary judement with respect to this claim.

The instant action invelves litication between a Connecticut bank and a New Hampshire bank, the
situs of which is a federa} court in New Hampshire. That court is reguired to follow the choice of law rules
of the state wherein it sits.

. bnder such New Hampshire law, whether for breach of contract,

Lor

tort, . it is clear that the “most significant contactl” here
is with New Hampshire and that its law would be applicable.

NBI Morteave Investment Corporation v. Chemical Bank, CCH Securities Reporter P 96.066, p. 91,
799 (SDNY. {977} '

It is established law in New Hampshire that every agreement contain “an implied covenant that each of
the parties will act in good faith and deal fairlv with the other.”
. “That oblipation requires that if one party makes a representation of a mate-
rial {act o another party for the purpose of inducing the other party to change his position or enter info a
contract. the partv making the representation must tell the truth.” Id., (citations omitted).

*1315 In the progenitor of the above-outlined ruie,

the plaintifl contracted with the defendant for the purchase of a
certain 43-horsepower kerosene engine intended to power the plaintiff's portable sawmill. The agreement
between the parties provided, jnter alia, that if the 45-horsepower gngine did not perform properly, plaintiff
couid exchange it for a 65-horsepower engine. The 45-horsepower engine did not perform as promised
and, following a period of shutdown of the sawmill, it was exchanged for the 635-horsepower
engine, Plaintff sued for false representations on the part of defendant, and the court rejected the defen-
dant's contention that the agreement 1o exchange engines barred the recovery of damages. It was not to be
assumed that the parties mutually contempiated and provided a remedy for actionable misrepresentations by
the agreement, and the extent to which the plaintiff was damaged by his reliance upon the defendant's mis-
representations was a question of fact. . New Hampshire conlinues to follow this rule of

iaw. See .

Indeed. were the Court to hoid that the law of New York was here applicable, it would appear that the

proper rule of law to be applied in this case would be that set forth in
. which is jdentical with the rule as set forth in Mertens, su-
pra. Additionally. it is elementary New York law that any contract can be set aside for fraud,

If. as TMB asserts. its proo! will demonstrate that CBT violated every standard of bank practice and good
faith dealings by selfing to TMB a loan that its own senior people found unacceptable, then there are obvi-
ously disputed genuine issues of material fact. The Court therefore concludes that both law and the exis-
tence of such 1ssues require denial of the motion for summary judement grounded on the disclaimer lan-
cuapge in the participation certificates.

V. The Applicability of the " Bilue Sk Law New Hampshire Revised Statutes Annotated Chapter 421,

TMB seeks to recover in Count 1 of its complaint for allesed violations of RSA 421, the “blue sky” law

of New Hampshire. RSA 421:2 (1979 Supp.) inciudes in its definition of “securities”: “all classes of
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stocks and shares, bonds, debentures, evidences of indebiedness and cerlificates of participation ....” {Em-

phasis supplied.)

The term “blue sky” derives from the fact that such statutes are intended to prevent “speculative
schemes which have no more basis than so many feet of ‘blue sky’ .

Administered by the Insurance Commissioner of New Hampshire, the purpose of RSA 421 is to
prohibit sales or offers to seil or solicitation of sales of securities except by a registered dealer or
salesman. . rehearing denied, cert. denied.

. The New Hampshire courts have not as vet expounded

on the issue of whether the faneguage we have hereinabove emphasized would include participation agree-

menis such as those at issue in the instant litigation. Courts elsewhere, however, have adopted the Howey-

IForman test, and it is clear for such reasons we have previously outlined {pp. 1311-1313, supra ) that
such apreements would not fall within the definition of “securities” set forth in the New Hampshire statute.
Moreover, the affidavit of Frank Giacoumis, supervisor of the securities division of the office of the Insur-
ance Commissioner of New Hampshire (Exhibit F attached to CBT's initial memo in support of its motion)
clearly demonstrates that participation agreements of the type here at issue are fiot considered to be “securi-
ties™ within the meaning of RSA 421,

The Cowrt accordingly finds and rules that CBT is entitled to summary judement on Count HI of the com-
plaint herein,

*1316 VI, The Issue of g Fiduciary Relationship.

TMB ailepes in Counl V of its complaint that CBT by virtue of its position and conduct as the griginat-

g lender and lead bank was a fiduciary or trustee for the benefit of TMB, and that, having failed to exer-
cise the care required of an entity in such position, it js legaliv responsible to TMB, The thrusi of this argu-
ment is to the effect that, inasmuch as TMB was completely dependent upon the actions and good faith of
CBT but had no rights under the terms of the participation agreements to alier or influence the conduct of
CBT-and CBT disresarded TMB's urging to foreclose when the deal went sour-the relationship between the
parties is that of a {iduciary or quasi-fiduciary. TMB has expert testimony available to the effect that the
relationship between it and CBT was of such character and. perceiving that there are genuine issues of ma-
terial fact, the Court cencludes that summary judement would not be warranted as io Count V.

In New Hampshire a “hduciary or confidential relation” is heild to exist wherever influence has
been acquired or confidence has been reposed and betrayved. The trend is toward liberalization of the con-
cept for the purpose of preventing unnjust enrichment.

. To establish the existence of such relationship there must be proof that one party is
justified in believing that the other party will act in its interest,
. The relationship is generally marked by a disparity in position,

. and evidence of its existence must be “clear and convinging”, 1d.

Iz sum, while TMB carries a heavy burden on the existence of and breach of any fiduciary duty on the part
of CBT. it is ¢lear that the issue presented is one for the trier of fact,

cerl. denied L and that
summary judzment as to Count V of the complaint is not warranted because of the existence of a genuine
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dispute as to material facts.

VII The Issues of Fraud and Misrepresentation.

Inasmuch as we have held that issues of triable [act bar the granting of summarv judement as to the
existence of a fiduciary or confidential relationship between the parties it follows thal there are similarly
factual issues of merit which require jury determination as 10 the plaintiff’s ¢laim of fraud and misrepresen-
tation. By way of example only, plaintiff cites in ils original memorandum of points and authorities on
pages 42 and 43 some eleven instances of alleged active misrepresentation on the part of CBT, all of which
are supnorted by interrogatory, deposition, or affidavit. Additionally, TMB has presented evidence which
tends to prove that NEPP was in an overdrafi status which was known to CBT as of the date TMB agreed to
participate in the foan (Anderson affidavit of July 3, 1980).

The law is clear in New Hampshire that a fraudulent representation, as distinet from a negli-
gent_one, must have been made either with knowledee kof its falsity or a conscious indifference to its
truth. But in addition to deliberate {alsehood, it must appear that the false statement was made lor the pur-
pose and with the intention of causing the other party to act upon iL.

> . Furthermore
a representation which was true when made could be fraudulent if the maker failed to disclose subsequent
information which made the original representation g false one.

o _And il a false
statement is made recklessly with a conscious indifference to fis truth and without considering whether it is
true or {alse. *1317 its frauduient charfer is made out.

Here, TMB claims that CBT's representative, Bilbao, made certain representations and set forth certain
opinions regcarding the NEPP loans whichk were not honestly held by him in view of the fact that CBT had
seen the Joan rejected by its own loan policy committee which was adverse to the transaction. TMB also
cantends that its evidence supports the fact that CBT had strong ulterior motives for soliciting a participant
in the wake of the loan policy commitlee's rejection, and that CBT desired TMB to join in the transaction
lareely fo construct the appearance of “an arm's length’” relation with its affiliate Nutmesg.

It would undulv prolong this Opinion to review each of the disputed issues of material fact, bui it should
suffice to point out that the Court finds and rules that such exist and that therefore the defendant’s motion
for summary judement erounded on piaintiffs claims of fraud and misrepresentation must be denied.

VI Plaintiff’s Motion for Summary Judement as 10 Cown VI of the Complaint.

On April 2, 1979, TMB moved to amend its complaint to add Count V11 for breach of contract wherein
it seeks recovery of a proportionale share of the proceeds of a sale of the real estate collateral, which sale
was held by CBT in November of 1978, The motion to amend was granted without obiection, and plaingiff
subseguently moved for summary judement as to Count VI1I and apain, there being no objection interposed,
the motion was eranted pursuant to Local Rule [ [. CBT subsequently moved 1o vacate because of accident,
mistake, and misfordune, poinfing out that il was proceeding pursuant 1o

cand in the process of preparing affidavits in contravention of the motion. Upon examination of
the affidaviis and documents submiiied by the respective parties, the Court concludes that there are genuine
issues of material fact as to Count VII of the complaint, and accordingly grants the defendant’s motion 1o
vacate the previousiy entered order. and denies plaintiff's motion for summary judgment as to that count,
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X The Motion of CBT 10 Stay Proceedings.

Currently pending in the Superior Court of Grafton County is a case entitled New England Pulp and Paper
Inc. v. Rust Engineering Company_and Black-Clawson Company. Contending that trial of this case is
scheduled for either December 1980 or January 1981, and that resolution thereof if successtul will result in
funds flowing to CBT which in turn will assure payment to TMB. CBT here seeks stav of the instant action
in_this court pending [inal defermination of the action in state court. TMB objects. pointing out that the
instant action is scheduled for tria} herein during the month of November 1980, and pointing out that even
were the plaintiff successfut in the state coust action, further appeal would probably delay the ultimate reso-
{ution ¢f the issues therein.

CBT refies on the June 26, 1980, decision ol Judee Louehlin in
_In that case, the initial suit had been brought by Na-
tional in a Massachusetts state cowrt and Corinthian, defendant therein, counterclaimed and then sued in this
court, setting, forth as its cause of action the same basis as was contained in its counterclaim. Noting the rule

in_this Circuit, to the elfect thal. as set
forth in .

there is a heavy burden on the parly requesting a siay to justify requiring a litisant in one cause {o stand
aside while a litizant in another action setiles the rule of law that will define the rights of both, Judge
Loughlin exercised his discretion in awarding a stay. In so deing. however, he clearly set forth the key is-
sues to be considered in such actions as outlined in *1318

. These considerations include (1) comity, (2) promotion of judicial effi-
ciency. (33 adequacy and extent of relief available in the alternative forum, (4) identity of the parties and of
the issues in both actions, (5) likelihood of prompt disposition in the alternative forum, {(6) convenience of
the parties, counsel, and witnesses, and (7) possible prejudice to a party as a result of the stay,

In the instant case, not only do the parties Jaclk identity and similar issues, but it now appears that the
liketthood of prompt disposition in the alternative forum is doubtful prior to April of 1981. It appears that
new counsel has recently entered the litivation in behalfl of the defendant Black-Clawson Company and will
require more lime to prepare than will be avaitable if the case poes forward in December or January. More-
over, there js possible prejudice o TMB herein and, in light of the fact that the Court's rulings in this Opin-
ion have considerably narrowed the issues and a trial date is now scheduled for November 1980, it appears
that convenience of all parties would be better served by proceeding as schedujed herein. The motion for
stay is accordinely denied.

CONCLUSION

For the reasens hereinabove set forth, the motion to vacale the previeously ordered entry of summary jude-
ment on Count Vil of the complaint is vacated herewith, the plaintiff's motion for summary judement as o
Count V11 is herewith denied, the defendant's motion for summary judument as to Counis 1, 1. and 11l of
the complaint is granted, the defendant’s motion for summary judegment as to Counts IV, V. and VI of the
complaint is denied. Inasmuch as the order herein adjudicates fewer than all of the claims of the parties,
judement entered in accgrdance therewith is not final, Land
trial shall po forward as scheduled on Counis [V, V., VL, and V1i of the complaint,

SO ORDERED.

D.NH.. 1980.
Manchester Bank v. Connecticut Bank and Trust Co.
497 F.Supp. 1304, Fed, Sec. L, Rep. P 97.690
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EXHIBIT "F"

AFFIDAVIT

NOW COMES Frankdéiacoumis, Supervisor of the Securities
Division, COffice of the Insurance Commissioner for the State
of New Hampshire, 169 Manchester Street, Concord, New Hampshire,
being duly sworn, states as follows:

1. I am Supervisor of the Securities Division, Office
of the Insurance Commissioner for the State of?New Hampshire,
and have held this position since 1973. From i970 to 1973
I was an independent examiner for this same office, examining
insurance companies doing business in New Hampshire. From |
1868 to 1970 I was a national hank examiner for the Comptroller
of the Currency, an agency of the United States Government.

I am a graduate of New Hampshire College, having received
a bachelor's degree in business science in 1968.

2. I am familiar with, and am the custodian of, the
books and records of the Securities Division of the Office
of the Insurance Commisgioner.

3. I am responsible for supervising, overseeing, and
enforcing, on behalf of the Insurance Commissioner, the
respensibilities given the Insurance Commissioner by New Hampshire
RSA 421, New Hampshire's Blue Sky Law. In the conduct of

my duties I am familiar with the policies and practices of



'

- ' the Insurance Commissinner in carrying out his respongibilities

undey New Hampshire RSA 421. From my experience with banks

éand financial institutions it is my understanding that a parti-

cipation loan is a loan to a borrower in which two or more parties

;share an interest in the loan as lenders. Based on a review of
" the Department's records and my experience as Supervisor of the
'iSecurities Division, to the best of my knowledge, no application
! han ever been made to gualify a participation loan as a zecurity

© under New Hampshire RSA 421:28 or to register dealers or salesmen

é;of dealers for the purpose of selling marticivation loans. I
' know of no bank or other financial institution that has ever
made any filing to the Securities Division of the Office of the
Tnsurance Commissionar relative to a participation loan, inclad-

ing Connecticut Bank & Trust Company and The Manchester Bank.

j 4. Tt is the interpretation of the Insurance Commissioner
i in applying the definition of v"gecurities" under RSE 421:2 for
1 " the purpose of carrying out his regulatory duties that partici-

f' zipation loans are net and have never been intended to be
securities as defined by the statute. The reference in the

statute to "certificates of participation” is interpreted te

focus on ownership interests in a business or venture, evidenced
by documents entitled “"certificates of participation”, or the
¥ olike.

i

T ;C = By g ot PR
Frank Giacoumis
v 4
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